file:///C|/WINDOWS/Desktop/062900.txt

ELECTRI CI TY OVERSI GHT

BOARD MEETI NG

---000- - -

REPORTER S TRANSCRI PT OF PROCEEDI NGS
HELD AT THE STATE CAPI TOL, ROOM 447
THURSDAY, JUNE 29, 2000

10: 07 A M

Reported by: MARY R GALLAGHER, CSR #10749

CAPI TOL REPORTERS (916) 923-5447

file:///C|/WINDOWS/Desktop/062900.txt (1 of 88) [7/5/2000 2:55:37 PM]



file:///C|/WINDOWS/Desktop/062900.txt

APPEARANCES

---000- - -

M CHAEL A. KAHN - Chai rperson

BRUCE G WLLI SON - Menber

GARY HEATH - Executive Deputy Director

ERI K SALTMARSH - Chi ef Counsel

SENATOR DEBRA BOVEN

ANNA FERRERA - Senator Bowen's O fice
ASSEMBLYNMAN WRI GHT

CAROLYN VEAL- HUNTER - Assenbl yman Wight's O fice
SENATOR PEACE

JOHN ROZSA - Senator Peace's Ofice

LORETTA LYNCH - President CPUC

---000- - -

CAPI TOL REPORTERS (916) 923-5447

file:///C|/WINDOWS/Desktop/062900.txt (2 of 88) [7/5/2000 2:55:37 PM]



file:///C|/WINDOWS/Desktop/062900.txt

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

THURSDAY, JUNE 29, 2000, 10:07 A M
SACRAMENTO, CALI FORNI A
---000- - -

CHAI RMAN KAHN: W'l |l get started. Assenblynan
Wight is in a caucus and will be joining us in a bit. MW
nane is Mchael Kahn. And | amthe Chairperson of the
Electricity Oversight Board. And | called this nmeeting of
the Board to order

On ny left is Senator Bowran and with her is Anna
Ferreera and Assenbl yman Wight will be joining us. On ny
right is EOB Menber Bruce WIlison. | had asked the
President of the CPUC Loretta Lynch to join us today. And
she has graced us with her presence. And she is invited
to join us anytine she can put up with our neeting. And
we | ove to have you

| would like to make a couple of prelimnary
remarks. W have a very full agenda includi ng amendnents
to the bylaws of the | SO and the Power Exchange and
appoi ntnents also to the Power Exchange. Wat |'m going
totry to do is we have a fairly extensive cl osed session
agenda. And what | would like to do is put all of that at
the end of the neeting so that those of you who are
interested in the public part can see it and don't have to
stay around.

However, we will reconvene after the private
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session to take action pursuant to private session in
terns of a couple of elections and maybe a coupl e of other
items. And there are those of you, | don't know who you
are ask, but people we will ask to stick around for the
private session to help us out.

Just one other comment about today's session and
the | ast few weeks. For all of us, the | ast few weeks
have been tumul tuous. And there's been a |ot of hard work
done, especially | know the folks at the | SO have been
working hard trying to deal with the problens that Mt her
Nat ure has created.

| am hopeful that in this dialogue, and | know
the 1SO had a long neeting |last night, the Board did, | am
hopeful that what we're here about is problem solving and
not finger pointing. The goal here is to try our best to
work through the problens. | know there are very strongly
hel d feelings.

| know there are a | ot of stakehol ders who have
big interests, but at the end of the day, especially we up
here have an obligation to try to do what's best for the
citizens of the State. And | don't think it's best for
the citizens to create an acrinonious environment.

Finally, I would |ike to thank Jan for keeping ne advised
as he has about what's going on at the SO during this

difficult period.
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Bruce, would you like to nake any opening
statenent s?

MEMBER W LLI SON:  No.

CHAI RVAN KAHN:  Debra?

SENATOR BOWNEN: |1'd just like to say that a part of
what we have to do here actually has to do with the
long-termviability of retaining a conpetitive market. |If
we see severe price spikes, concerns about liability, and
the like, | think it would be very difficult politically
to nake the argunent that the switch to a conpetitive
market is a success.

| think we're very like a strong pressure. So
for those who believe in the power of conpetitive narkets,
I think it's very inportant to understand that every
constituent of every voting nmenber of the Legislature pays
an electricity bill every nonth.

CHAl RMAN KAHN:  Anen. M. Rozsa, wel cone.

Wul d you like to nake any openi ng renarks?

MR. ROZSA: | hadn't heard the opening remarks of
the ot her nmenbers. Excuse ne for being |late here,
Chai r per son

I think that the concept of the stakehol der board
was tested last night and flunked. Sone people think that
these things are a matter of opinion, but when the sun is

shi ni ng and sonebody says that it's dark, that's not a
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matter of opinion

CHAI RVMAN KAHN:  The first order of business is the
approval of the nminutes. They're in our notebooks. Do |
have a notion?

MEMBER W LLI SON: Move for approval

CHAI RMAN KAHN:  Second. Any discussion? Al in

favor say, "aye.

MEMBER W LLI SON:  Aye.

CHAI RMAN KAHN:  Passes two to not hi ng.

M. Heath, the nanager report.

EXECUTI VE DI RECTOR HEATH: Thank you, M. Chairnan,
Menbers, and guests. |'Il make ny report very short.
Today, obviously, as has been comruni cated by
M. Chairman, we have a | engthy agenda and we want to get
to sone nore substantive issues today.

As you're aware, the Governor sent to the
Oversight Board and to the Public Uilities Conm ssion a
directive to investigate the San Franci sco outages that
occurred in the week of June 12th. 1'd just like to at
this point say that we are working very cooperatively wth
the PUC on these matters.

W're nmeeting regularly with them And as early
as this norning, we had neetings with the | SO CEO

President Terry Wnter; and counsel,

M. Charlie Robinson, to go over sone information

CAPI TOL REPORTERS (916) 923-5447

file:///C|/WINDOWS/Desktop/062900.txt (6 of 88) [7/5/2000 2:55:37 PM]



file:///C|/WINDOWS/Desktop/062900.txt

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

requests. W are working with the PUC staff on devel opi ng
additional requests. |'d like to on that point have
further discussion with nenbers related to that

i nvesti gati on.

Second part of our report is on SB 1388. |'|
bring this to the Menbers' attention that bill inits
current formdoes, in fact, have a duty or responsibility
that will be given to the EOB along with the PUC to
represent the State in the FERC proceedings related to
cost of the transm ssion planning that the transn ssion
owners would be undertaking in the future and to nake sure
that the costs in those transm ssion plannings are getting
fair treatnent there

Current status on vacanci es, since our | ast
meeting we have hired three people. W also at this point
have two offers out for additional positions. W hope to
have a full conplinment on staff shortly.

Last thing | wanted to nention to you, we were
pl anning to have a report to the Fiscal Conmittee today in
regard to our expenditures this past year and our future
allocations, I'd like to defer that until our next Board
meeting and I'll also neet with M. WIllison to go over
those nunbers. So that concl udes the managenent report at
this tine. Qher than we'll be asking for a cl osed

session at the end of today's neeting.
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Thank you, M. Chairnman.

CHAI RMAN KAHN: | apol ogi ze.

M. WIlison, you confortable with that?

MEMBER W LLI SON: Yes. W discussed that. | think
that's the best plan given the other things that staff is
working on at this tine.

EXECUTI VE DI RECTOR HEATH: One point of
clarification, | apologize for this. It is inportant to
note that the letter that the Governor sent on June 15th
was to appoi ntees, the Chairman of the Oversight Board as
wel |l as the President of the CPUC to the appointees. |
just wanted to nmake that clarification. Thank you.

CHAI RMAN KAHN:  Ckay. H, Carol, conme on in. W
are just finishing the managenent report and before | get
t here, does anybody have any questions for the Executive
Director?

MEMBER W LLI SON:  No.

CHAI RVAN KAHN:  Ckay. Thank you very mnuch
M. Heath. Let's nowturn to the Chief Counsel report.

M. Sal tmarsh.

CHI EF COUNSEL SALTMARSH: Thank you, M. Chairnan
Because of the agenda today, the one itemthat | felt it
is appropriate to give a report fromthe legal office on
was an update on the status of price capping, price

cappi ng authority in the |1SO adm ni stered narkets.
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| have received a series of nenoranduns over the
| ast several nonths related to that matter and what was
going on with it. | have asked Ms. Jubien fromthe | egal
office to wal k you through a very brief update in
anticipation that the ISOw Il also be addressing the
Board | ater on during the neeting on what action was taken
| ast evening with respect to price caps.

So I'"Il turn it over to Ms. Jubien just to give
you an update on sonme of the factors surrounding the price
cappi ng aut hority.

CHAl RMAN KAHN: Wl cone, Ms. Jubi en
MS. JUBIEN. Good norning, Chairnman Kahn, President
Lynch, Menbers, and honored guests.

There are two bid cap issues that |'d like to
bring to your attention. First is the bid cap that wll
be in place for the balance of the sumer. Up until | ast
evening, it was $750 per negawatt -- per megawatt hour.
Last evening the | SO governing board voted to | ower that
to $500 effective July 1st.

The other big cap itemthat | wanted to bring to
your attention is the current bid cap authority that the
| SO has expires Novenber 15th. Unless the 1SOfiles an
extension of authority, there will be no bid capping
authority after Novenber 15th. The I1SOis planning to

address that at their Septenber 6th and 7th neeting for
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potential filing before Septenber 15th.

We are concerned that, although it is within the
60- day wi ndow of the normal FERC period of consideration
that that, in fact, is not sufficient tine for the FERC to
consi der an additional request, nor do we think it's
enough time for the | SO governi ng board between Septenber
6th and 7th through the 15th to consider what appropriate
action they shoul d be taking.

CHAI RMAN KAHN:  Have you taken this up with 1SO
managenment ?

M5. JUBIEN: We have not taken it up directly with
| SO managenment. And we will -- obviously, are taking it
up, to sone extent, today we would like to ask the 1SOto
coment on that issue.

CHAI RMAN KAHN:  Well, they're right behind you

M5. JUBIEN: Yes. And | know they're going to
comment on the bid cap issues later in the neeting.

CHAI RMAN KAHN: | think that there isn't any
guestion that the SO at |east, ought to nmake itself
ready to conply with all requirenments of FERC. And if
FERC wants to see this thing earlier, then they ought to
thi nk about that doing. | assume that you'll work with
themto acconplish all of that.

MS. JUBIEN:. We'll certainly let our views be known.

CHAI RMAN KAHN: Ckay. | also understand fromthe

CAPI TOL REPORTERS (916) 923-5447
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perspective of the State of California, the only action
the State of California is going to take with respect to
this is to encourage the 1SOto go to the FERC. |s that
right?

MS. JUBIEN. That's certainly the nanner in which
we' ve conducted ourselves. |1'mnot going to rule out that
on the question, that we couldn't take sone other action
by way of direct conplaint to the FERC

CHAI RVAN KAHN:  All roads lead to the FERC

M5. JUBIEN:. | believe in this matter, all roads
| ead to the FERC

CHAI RMAN KAHN:  Ckay. Anything else that you'd |ike
to add?

M5. JUBIEN:  No, sir.

CHAI RVAN KAHN: M. Sal t marsh?

CHI EF COUNSEL SALTMARSH: Not hing further,

M. Chai r man.

CHAI RMAN KAHN:  Anybody have any questions or
coment s?

Presi dent Lynch?

M5. LYNCH: | would just encourage the EOB to
request of the 1SOthat they apply for an extension as
well. I'mcertainly in favor with that.

CHAI RMAN KAHN:  Ckay. Perhaps, M. Wnter, when you

fol ks tal k about bid caps you can tell us what you think

CAPI TOL REPORTERS (916) 923-5447
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in that regard. M. Robinson doesn't have enough to do
anyway, so he can get on it.
Anything else, M. Saltmarsh, to report?

CHI EF COUNSEL SALTMARSH: No. 1've nothing that 1'd
like to include in this agenda item

CHAI RMAN KAHN:  Ckay. Thank you. That brings us to
| SO and Power Exchange governance natters. And the first
issue is -- actually, M. Heath, so | don't drop the ball
or break the egg, or whatever, why don't you |lead us
t hrough these things?

EXECUTI VE DI RECTOR HEATH: | will do ny best. At
this point, Ms. Catherine George, Staff Counsel for EOB
will be presenting this portion of the Board' s neeting
agenda. She'll be joined at sone point by M. Rich Jacobs
fromthe CAISO as well as M. Scott Rasmussen with the
Cali fornia Power Exchange.

For your convenience -- | hope for your
conveni ence, we divided up in sections certain actions
that will be taken on the natters related to the byl aws as
wel |l as the issues dealing with appointnments, staggering
of term appointnments. And then finally, we'll also take
up the appointnent of M. John Geesnan.

At this point I'lIl turn it over to Ms. George and
she can take you through it.

CHAI RMAN KAHN:  Per haps, before Ms. George coments,

CAPI TOL REPORTERS (916) 923-5447
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wel cone.

MS. GEORGE: Thank you.

CHAI RMAN KAHN: M. Rozsa, you would like to
comrent ?

MR, ROZSA: M. Chairman, 1'd |ike to suggest that
the Board defer any action, any byl aw changes, or any
nom nations, or any confirmations of nom nations, or
anything having to do with the byl aws or stakehol ders of
these corporations, the 1SO and the PX, until the next
nmeeti ng.

CHAI RVAN KAHN:  Because?

MR, ROZSA: | think that last night's performance of
t he st akehol der board of the 1SO calls into question the
capability of these entities to represent the people of
California in a responsible way. And that by confirning
or endorsing recommendations that these entities have made
at this particular point, gives theman approval fromthe
State that | don't think the State is prepared to give at
this point.

CHAI RVAN KAHN:  Ms. Hunter, do you know if
Assenbl yman Wi ght has an opinion on this matter or any
matter?

MS. VEAL-HUNTER: | haven't spoken to himon this
matter specifically since | amjust beconing aware of it,

but | do know that the actions of the Board | ast night did

CAPI TOL REPORTERS (916) 923-5447
13

file:///C|/WINDOWS/Desktop/062900.txt (13 of 88) [7/5/2000 2:55:37 PM]



file:///C|/WINDOWS/Desktop/062900.txt

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

not confirmwhat he woul d have wi shed to have taken pl ace.
I think he has sent a letter on representing his desire,
hi s concern about sonme of the recent actions and the
impact on California' s ratepayers. So | probably don't
think it should be discussed today.

CHAI RMAN KAHN:  Ckay.

Ms. Ferrera?

MS. FERRERA: |, obviously, didn't have a chance to
talk to her about this either, but I know she was prepared
to deal with this matter today. So |'d have to talk with
her about it. Again, another letter was sent from our
shop on the price cap. And |'d have to ask her about it.

CHAI RMAN KAHN:  Senat or Bowran had to go to the
floor to vote.

MS. FERRERA: She'll be right back

CHAI RMAN KAHN:  She'll be right back. W'Ill at
| east take no action until we hear fromher. | guess |'d
like to hear fromyou, Ms. George, before we discuss the
guestion M. Rozsa raised, about the prejudice to the |SO
and the Power Exchange if we decide to defer

MS. GEORGE: Certainly, | can try to address that.
Most of the governance matters before you today pertain to
the California Power Exchange and not the California
| ndependent COperator.

And there are two byl aw anmendnents that pertain

CAPI TOL REPORTERS (916) 923-5447

file:///C|/WINDOWS/Desktop/062900.txt (14 of 88) [7/5/2000 2:55:37 PM]

14



file:///C|/WINDOWS/Desktop/062900.txt

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

to the SO neither of which | believe is critical. They
could indicate a different opinion, but | don't think
either of themis critical at this point to their

operati ons.

The other matters pertaining to the California
Power Exchange, | think the nost critical is the
appoi ntnents. They have already confirnmed and sel ected
their governors, the governors that the California Power
Exchange has authority over. And they're prepared to take
their seats beginning July 1st.

They' ve requested that we al so act on the
governors being confirnmed so that they can take their
seats simultaneously on July 1st as well. So if we do not
act on the appointnents today, there woul d be sone del ay,
obvi ously, in when the governors who are appointed will be
taking their seats, whether the Power Exchange woul d then
del ay commencenent dates of their governors, |'m not
certain whether they would. | know that they would |ike
to have commencenent dates for all governors. And they
have an orientation set up on July 19th for the governors.

In terms of the other matters, the bylaw matters
before you initem4-C-3, | don't believe any of those are
critical. Again, M. Rasnussen fromthe Power Exchange
may have a different --

CHAI RMAN KAHN: A lot of themseemto say, "Confirns

CAPI TOL REPORTERS (916) 923-5447
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current practice."”

M5. GEORGE: VYes. Let ne see what else there m ght
be. The resolution that woul d establish the effective
date of July 1st, if that does not get acted on today it
woul d require another amendnent at the California Power
Exchange to change the date, the commencenent date that
woul d then come before our Board. That woul d add
addi ti onal del ay.

The staggered terms policy is another item before
you. That pertains -- if there's a delay on the
appoi nt nent of the governors, the staggered term policy
woul d al so be delayed. But if the Board were to go
forward and act on the appointnents it would al so need to
act on the staggered termi ssues.

CHAI RMAN KAHN: M. Heath, M. Saltmarsh, do you
have any advice for us on this?

EXECUTI VE DI RECTOR HEATH: W'l look to the | ega
advice at this point.

CH EF COUNSEL SALTMARSH: | do not have any advice
that | would offer that |I think is based on sone
overriding legal consideration. | think it is
fundanental ly a policy consideration.

Clearly these entities have interests in getting
those matters confirned. But the Board ultimately is in

line to confirm but | do not think | amaware of a | egal

CAPI TOL REPORTERS (916) 923-5447
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reason that drives one out in a conpelling way.

CHAI RMAN KAHN: W th the perm ssion of the people on
the dais, what |'d like to do is give the 1SO and the
Power Exchange on the -- the questionis -- I'"Il just tel
you that I'"'min the sane position as Senator Bowran and
believe M. WIllison is also, we have done our honmewor k
and we're ready to deal with this, and we just |earned of
this request right now On the other hand, it's our
inclination to take these requests very seriously.

So we would |ike your opinion. M. Rasnussen
you canme up first, why don't you share your view about the
prejudice, if any, the Exchange will suffer if we del ay
t hi s.

MR, RASMJUSSEN:. Thank you, M. Chairnmn, and
Presi dent Lynch, good norning. And, staff, good norning.

| agree with Ms. George and M. Saltmarsh froma
| egal point of view, things would have be anended and
presented a little differently in ternms of the July 1
effective date for the ternms, but that coul d be done.

What woul d ensue, however, in terns of the
confirmations of our governors would be a kind of dead
period of uncertainty. |In July we have a neeting
schedul ed for the 19th and 20th. Hopefully, we were
anticipating to orient the new governors, to seat them

conpose our conmittees, and get business started.

CAPI TOL REPORTERS (916) 923-5447
17

file:///C|/WINDOWS/Desktop/062900.txt (17 of 88) [7/5/2000 2:55:37 PM]



file:///C|/WINDOWS/Desktop/062900.txt

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

If we don't act on the confirmations, we will go
anot her period of tine and kind of go into an inability to
act, practically speaking is what could happen. So |
woul d definitely encourage the Board to take up the
confirmations.

In terms of the byl aw amendnents, we can |ive
wi t hout having action taken on those today. So that woul d
be fine to defer those, but | would strenuously urge in
order to get business going, that the confirmations be
undert aken.

CHAI RMAN KAHN:  Well, would you literally be without
a board?

MR, RASMJUSSEN: We woul d under the Corporation's
code, continue to have the Board act until the new chairs
are actually -- or the new governors are actually seated.
W woul d be -- however, what we have now, you know, is
people who are waiting to cone on. W have a certain
degree of attrition in those that are coning off the Board
who believe they no | onger have an active role to play.

CHAI RMAN KAHN: A lot of the appointnments are, as |
recall, people who aren't getting a new termand are
currently seated.

MR, RASMUSSEN: | ncunbents.

CHAI RVAN KAHN:  Ri ght.

Ms. Ferrera, do you have any coments?

CAPI TOL REPORTERS (916) 923-5447
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MS. FERRERA: | was just going to say that | don't
think it woul d make any sense to appoint the board
menbers, or approve the nenbers and not the bylaws. |
don't think it nmake sense to do that, especially since
part of the problemis an issue before the Board.

CHAl RMAN KAHN: M. Jacobs, did | renenber
correctly?

MR JACOBS: Yes, M. Chairman. Thank you, Menbers.
The 1SOis in a slightly different position than the Power
Exchange. W' re about a nonth behind their election
processes. W just conpleted the first stage of our
board' s el ecti on procedures yesterday eveni ng before the
price cap deci sion.

The 1 SO s byl aws anendnents before you this nonth
are not hot and critical at this point to the 1SO \Wile
we would Iike to get the guidance, give you sone
expl anati on of what's happening, frankly, is our
concurrence of the opinion of your staff on the two issues
bef ore you.

There's no criticality to doing that this nonth
versus next nmonth. Next nonth we'll cone before you with
a panel of acconpanies. At that point |'ll probably have
simlar opinions about it as M. Rasmussen which is that
that be the desire at that point. That's when the tine

sensitivity will likely arise.
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CHAI RMAN KAHN:  Thank you very nuch.

M. WIIlison, your pleasure?

MEMBER W LLISON: Well, I'mtrying to think of how
we mght prejudice our future actions by either noving or
not noving today. It seens to ne that we've had these
i ssues before us and have gone through two or three
iterations. And as you indicated, | am prepared to hear
them and to nove on them

And as | say, in consideration of the gentleman's
comments, |I'mnot sure how we might prejudice our future
actions, or nmninize our latitude by certainly approving
the bylaws at this tinme and if not all of the things that
are coning before us here.

CHAI RMAN KAHN:  That was a tinely entry.

Senat or Bowmran, M. Rozsa has made the suggestion
that we defer acting on the governance issues relating to
| SO and the Power Exchange, because in his opinion that
m ght be considered to be an endorsenent of activities
that he believes were inappropriate and not in the best
i nterests of the people.

And | have asked the Power Exchange and the | SO
totell us if there was any prejudice for not going
forward, delaying. M. Jacobs -- and they're all aware
that we're all ready to do this if we need to.

M. Jacobs has advised us that the |1SO s position
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is such that a delay to the next neeting won't prejudice.
M. Rasmnmussen, who you'll recall was before the Board

bef ore, has suggested as to the bylaws there wouldn't be a
probl em delaying. 1In fact, as | pointed out, a |ot of
practices are just confirnmation of current practice.

But as to the nenbers, that might cause sone
di sl ocati on, because certain nmenbers are waiting to get
of f the Board and other nenbers are waiting to join.
However, as | understand it under the California | aw,
technically the Power Exchange would still be able to
functi on.

So the issue before the House is whether we
shoul d defer action, or -- whether we should defer. W
woul d |'i ke your view.

SENATOR BOVWEN: Actually, the sanme course of action
had occurred to nme, but then | was concerned about the
operational results of that. And it seens to ne that at
this point the Senate and the Legislature is going to need
to review the conposition of the |1SO and the PX boards
anyway.

So | don't think that we will send the nessage
that -- or given the satisfaction that we have established
t he governance nenbers is in the best interest of the
California ratepayers sinply by taking this action. |If it

turns out -- if there's no reason not to delay, then
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there's no reason not to del ay.

CHAI RMAN KAHN:  Ckay.

M. WIllison, would you like to nake a notion, or
woul d you like to proceed, since the | aw has devol ved
while you and | as the only voters?

MEMBER W LLISON:. Well, 1'Il let you know the itens
broken out separately, | guess in light of the comments
made that there would be dislocation with regard to the
nom nees, but that would not be a critical issue.

And in light of the fact that the byl aw changes
for either the PX or the |1 SO would not have an inpact, an
operating inmpact, ny comments are basically that given the
di scussion here and the fact that it would be a matter of
di sl ocation to the nom nees, but not a critical issue, and
the delaying on the bylaws would really have no inpact at
this tinme, if | was convinced that we coul d address these
i ssues by the next neeting and nove on them and be able to
settle these things in order to allow for the best
operating practices as they should be with the board with
t he proper guidelines and bylaws, then | would nove to
defer action on these itens at this point.

CHAI RVAN KAHN:  And | woul d second that.

Do you have any further comments on that?

MEMBER W LLI SON:  No.

CHAI RMAN KAHN: | will just add the comment that we
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have in the last -- the tenure since | have been here at
ECB, have been fortunate to have a great anount of
cooperation from and assistance fromour |egislative
menbers and their staffs.

And | think in respect of that cooperation and
the way this Board has been functioning since M. WIIlison
and | joined, | think M. WIllison's notion is well-taken
It should not be taken in any way as a reflection on the
merits, fromnmy perspective

W were prepared to decide on this. On the other
hand, | think we have an obligation to let the Legislature
consi der what their reaction to last night's comments are
and weigh in. So I'll call the question

Al in favor?

MEMBER W LLI SON:  Aye.

CHAI RMAN KAHN:  Aye. Passes two to nothing.

M. Rasmussen, M. Jacobs, |I'msorry, you'll have
to cone back again. Thank you for your goodw Il about it.

Wth that -- | guess if | was in sports center
could make a quip, sonething like, "Mre beer for us." It

means, in effect, that we have nore tine to di scuss the

substantive issues, which | think in sone ways is a

bl essi ng, because we do need to tal k about themin full.
The next thing on our agenda, right, M. Heath,

is the report fromthe | SO?
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EXECUTI VE DI RECTOR HEATH: That's correct,
M. Chairman. W have a series of reports beginning with
the 1SO foll owed by the Power Exchange. And | think we're
ready for those right now.
CHAI RVAN KAHN:  Fi ne.
M. Wnter, would you be kind enough.
M. Wnter, can | -- in continuance of ny policy of a
deference to our legislative nenbers and guests, Senator
Peace has left the floor and would |like to nmake a conmment.
So could | ask your indul gence, please.
Senat or Peace, wel cone.
SENATOR PEACE: Thank you, M. Chairman. |
appreciate that. | had an opportunity to speak with
Ms. Bowman earlier as well as here and with staff with
Senator Bird and sone others. W also have spent the
nor ni ng revi ewi ng some of the published docunents that --
before last night's nmeeting, | think the nost troubling
pi ece of information were publications that correctly
predi cted what the action of the | SO Board woul d be.
W will be asking for an Auditor General's
i nvestigation, a Departnent of Justice investigation.
We're particularly concerned about the actions of sone
i ndi vi dual board nmenbers. There was always a concern in
t he work product about the use of a stakehol der board.

| spent sone tine -- and | wasn't there during
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the deliberations after the public -- what was called
public presentation, which was pretty hilarious. | guess
it would be hilarious if the consequences weren't so
severe.

But it was personally enbarrassi ng because,
obviously, | played a hand in putting this work product
together. And | wasn't disturbed so nuch by the action
in fact, | left before the action was taken, but | was
di sturbed by the horrendous circunstances in which the
deci si ons are nade.

It's clear that we have allowed for the
devel opnent of a little cabal of insiders. The
i nformati on presented, there were probably -- | don't know
t he exact nunbers but | would guess there were nmaybe 15 or
16 presenters. They were essentially all generators. Not
a soul stood up and nade a public presentation, or a
comment fromthe consuner's perspective.

The reaction of the folks on the board itself was
nore a debate between what big conpany was going to
benefit if we did this versus what big conpany was goi ng
to benefit if we did that. It was all about shoving noney
back and forth between the suppliers.

It was -- and for those that were involved in the
debate of the Legislature, that was precisely what got

this Legislature involved in the first place. W tried to

CAPI TOL REPORTERS (916) 923-5447
25

file:///C|/WINDOWS/Desktop/062900.txt (25 of 88) [7/5/2000 2:55:37 PM]



file:///C|/WINDOWS/Desktop/062900.txt

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

rescue what was a juggernaut devel oping inside the Public
Utilities Comrission to a work product.

And there was certain things that obviously were
conprom sed. It was a different environnment. W had a
republican assenbly and a denocratic senate and a
republ i can governor. The Governor supported it rather
strongly. One of the fundanental elenents of the
conprom se was to the stakehol der board.

What | saw | ast night, again without reference to
the decision, what | sawin terns of the quality, or the
|l ack of quality of the deliberation, the quality or |ack
of quality of the breathe of information that was put
before them was so much worse than anything | could have
possi bly inmagined in nmy worse nightmare.

And when you couple it with the fact that there
was a published prediction of the result, it's clear that
proceedi ngs had already occurred privately and a deci si on
had al ready been nmade.

That's about the biggest problemwe could
possi bly have. Because you know we can argue and di sagree
about what the right decisions are to nmake, but these
deliberations are indefensible. I'mparticularly
concerned by the conduct of the chair. It's -- you have
to at the end of the day hold the person who's in charge

of running the show responsible. And | would hope that
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this body would act to whatever degree of powers that
they're afforded with as this el enent evol ves.

| have no doubt that the Legislature is going to
act to change the -- and | don't know exactly what -- what
we're doing is |ooking at our options. These are public
corporations created by statute. They can be uncreated as
fast as they were created. And it may be the cl eanest
thing to do is to just abolish themand start over.

One of the options is to take the operation of
the 1 SO and PX and consolidate their governnents under the
Energy Commi ssion. Oher options are to | ook at sone of
t he other board el enments that we have deci ded before. And
it seens to ne either we do that and -- and let ne step
back a m nute.

| don't want the inpression to be that sone of
these things are just because of actions of the | SO
There are sone actions in the PUC that's part of the
configurations that have contributed to a | ot of
dysfunction going all the way back to sending the signals,
that in nmy view, forced the utilities to sell too nmuch of
their power plant capacity.

None of us in the Legislature envisioned the PUC
was going to basically run all the power plants out of the
state from an ownership perspective. And a lot of the

reason why you have the folks in that roomgetting
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snookered -- and that's what happened. Wat happened
meani ng you either have people who are voting
self-interest, because of their relationships with
generators maki ng huge profits; or you have people who
that are just getting buffal oed.

Let ne say, it was interesting watching the quite
particul ate presenters, and it's all in respect, but they
have an econonmic interest and they make their presentation
and they bring their graphs in. And they nmake this bogus
argunment that if you nove the cap down to 250 that the
lights are going to go out.

Now, we had simlar presentations, you know, this
total scare tactic kind of nmethodol ogy before, but the
bottomline is: California in the west is a price setter.
The reason why you get $800 prices in the Northwest in the
| ast couple of days is -- does the nunber $800 ring to
sonme rel ationship to anybody?

It's because there's $750 price caps in
California. And so if somebody in the Northwest is trying
to get power, they have got to outbid California' s price
cap in order to keep any power in the Northwest.

Now, there's also an unfortunate thing happening
in respect | think specifically with the consuner groups.
First of all, the |large consunmer groups, nost of the

representatives are clearly conflicted, because they
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basically are representing oil conpanies that are sellers.
Secondly, they are typically direct-access participants
who are affected differently.

Smal | consumner groups and their conduct really
concern me, because they seemto be falling in love with
the idea that high prices are a good thing. First,
they' re getting buffaloed into this idea that, you know,
the sky is falling, the lights are going out.

Then they're conflicted by another view that,
well, we're in this world of conpetition, what we really
need is higher prices because you know people need to
conserve nore, and they won't start conserving until we
get the prices as high as we can

Wel I, when you | ook at the average househol d and
what the overall cost of their electric bill is relevant
to what the other expenses in the house are, you're not
going to get the kind of conservation reaction under any
circunstances that you really would like to get in an
i deal circunstance. And you're certainly not going to get
it until you get real-tinme neters in the people's hones.

To an extent, it will always be a relatively
smal | subset of the residential population that reacts to
these price signals, because a high proportion are going
to be relatively indifferent. 1It's not of a |arge enough

conponent of the household bill.
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And what | see happening in the consumer group
environnent is people are evaluating the world as though
the only economnic decision a person has to nake in their
life is whether they keep the air-conditioner on or not on
Thursday afternoon. People are dealing with a whole |ot
of other things, tuition, food, tel ephone bills that are
bi gger than their electric bills, cellular bills for
phones that don't even work, and a variety of other
t hi ngs.

Al'l of this argues -- and | frankly didn't have a
ot of -- you know, ny hope in ternms of yesterday's vote
was ironically placed in the generators. And let ne tell
you why. | expected and hoped that the generators woul d
be snmart enough because they know what they're doing, they
know what the situation really is.

And | laid ny hope in the notion that they would
have a self-interest in recognizing that this is an infant
market. And that it was in their |ong-termecononic
interest to nake sure it survived. 1In the end, the greed
won and they couldn't resist the tenptation of the nonent.

M. Brulte and | had sent a letter to the
Governor two weeks ago calling for -- or suggesting that
the Governor ask the Legislature for the Governor's
energency powers to expedite the construction of the power

plants. There's really only two ways to go about that.
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One is to kind of breakdown the barriers for
construction in areas we know we need to get power plants.
And part of that is having discussions with | eaders of
| arge conpanies, for exanple, like Cisco who are busy with
opposi ng new construction of a power plant in San Jose,
which is a real great corporate citizen position to have
in the coomunity, being one of the areas that's nost
significantly inpacted by potential shortages.

And here you have a corporate | eader with the
ki nd of sophistication of Cisco and ironically at the core
of the business that's driven -- you know there's no big
reason why we have a shortfall of supply right nowin
conputers. Basically that's what this issue is about,
it's about refrigerating conputers. And here you have
Cisco who is clearly part of the problemleading the
ninbismin the world to prevent the construction of a
power plant. Very troubling.

But the second way to do it, and it nmay be the
way we're going to have to do it, is to comand and
control. It may be that we are just -- we have been
pushed by FERC too far, too fast. And that California has
to take the kinds of actions that states |ike Texas have
taken and we need to go back. And in order to get an
adequat e anount of in-state supply, so we're not dependent

on out-of-state supply, we may need to go ahead and build
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t hese power plants under our own conmand and contro
regi nent, regulate them

And that nay al so nmean taking back, under
regul atory authority, the operation of in particular
certain PT plants around the State that we rely upon. A
| ot of these conpanies spent huge amounts of noney on
these power plants. And California ratepayers were
beneficiaries of that in getting the stranded costs up for
t hat .

What they're doing right nowis using the threat
of blackouts to try and recover that investnent. And they
got fancy charts and demand curves that can show you what
happens in the theory. | nmean it's just |ike going back
to college and taking freshman Econ-101 all over agai n.

The problemis the folks in the room naking the
decision at the 1SO are either part of the econonic
equation of a self-interest in perpetuating that
sinplistic Econ-1 presentation in a concerted and very
cl eaver effort to protect their profiteering; or in the
alternative, sone of the other nenbers quite frankly
obvi ously never got beyond Econ-1 and really thought that
conpetition was just about supply and demand. And so
they' re actually buying this crap.

This market is not as broken as the deplorable

governance discussion | witnessed last night. |In fact, it
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was so bad | had to get up and leave. And | don't think
the fol ks who saw ne get up and | eave and cane out and
tal ked to nme understood why | was | eaving.

You know those of you that |'ve had the honor and
privilege to work with, for whatever reason, |'ve always
been a person who's nore interested in the process than
wi nning the outcone. One of the reasons why | think I've
been able to do a hal fway decent job in terns of hel ping
this institution, nmeaning the Legislative institution
getting a budget on tine is | paid |less attention on what
the fight is over that other people are fighting about in
terns of how much noney goes to this and how nmuch noney
goes to that and | have tried to stay focused on being an
admi ni strator and keeping us on track.

What | saw | ast night was so personally
offensive, that as a citizen in the context of its
del i berations operations that I'lIl resign fromthis
Legislature before | fail to change them

Thank you.

CHAI RMAN KAHN: | suggest we take a 10-mi nute recess
and then ask the 1SO to regather thenselves. Thank you
very nuch.

(Recess taken from 10:56 a.m to 11:10 a.m)

CHAI RVAN KAHN:  We are on item Nunber 5 of the

agenda, the |1SO and Power Exchange reports.
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M. Wnter, thank you very nmuch for deferring.
And, M. Robi nson, wel cone.
M. Wnter, the floor is yours.

MR. WNTER Needl ess to say, the discussion that
proceeded this was nost fascinating. | guess |I'mthe
reliability person. | amthe 1SO W' re the ones that
try to keep the lights on here.

What | would like to do and | ook to your
gui dance, | can wal k you through what happened on June
14t h and give you a very quick synopsis of what transpired
and what really was occurring. Then, | do feel conpelled
to nake sonme comments about the neeting |ast night.

| would prefer to do those after the presentation
on sone factual things of what transpired and why we
dropped load. And if that would be your pleasure, if you
could I et me know how nuch tinme you would like nme to
contain nmy remarks to, I'Il try to either speed up or go
nore slowy.

CHAI RMAN KAHN: | think we would |ike you to take as
much tinme as you need. And | think you ought to take
advant age of the opportunity here, you do have Senator
Bowran and President Lynch. And as you know t he Governor
has asked us to do an investigation.

And so anything you can tell us about the events

and your views as to things to fix it would be very
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hel pful. So take your tine.

MR WNTER First, | would Iike to |ayout for you
that there really were three very distinct things going on
at the time that we got into the load situation in the Bay
Ar ea.

And the first one of those was an operationa
constraint, which I will take you through first. The
second is the conmuni cations and what happened al ong the
conmuni cations lines. And the third were the market
i ssues that arrived on that day.

It is very easy to try to connect all three of
those together, but in reality they're very di sconnected
and, yet, interrelated. So what | would like to start out
with is tell you the operation and what transpired during
that tine frane.

If you will look at the first page in ny handout,
in transni ssion planning what you try to do is you
identify your |load area and then you try to build a system
around that | oad area that gives you either duplicate or
triplet fees into all of the things so the |oss of any
conponent, be it generation or transm ssion, does not
force you into the position of having to take an outage.

The second thing that you're very concerned about
is not only the imrediate area, but the entire inpact on

the rest of the system Those of you that were here, and
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I think you all were on August 10th, 1996, when a tree got
into a 500 kV line and that tripping took out the whole
Western United States, |ess known to people was that that
very sane situation happened on July 3rd and July 2nd that
year with a tree in another |ocation

So the reason | bring those up is the systemis
very dependent and interconnected through the Wstern
United States. So as the |1SO operator | amnot only very,
very concerned about any particular small area, but |'m
al so concerned about what inpact that mght have on the
whol e system should we get into trouble.

And so as you |l ook at this snaller area of just
the Bay Area, let nme say that we had sufficient resources
in the state to cover the |loads for those days. Now, when
| talk about the nmarkets, you'll see how we got those, but
neverthel ess there were sufficient resources.

What we did have was outages in the -- inside
this east Bay Area that |limted our ability to inport. In
other words, if you have generators on, we have what we
call voltage stability. And you need the rotating
machines to, in fact, keep the voltage up or you get into
what you call voltage collapse. So even though we had
voltage outside the area, there was no way to get it in
with the | oad

We began | ooking at this problem Sunday ni ght and
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the incident occurred | believe on Wednesday. And if
every machine is on in the Bay Area and all transm ssion
lines are avail able, we can input about 9100, 9150
megawatts into that area. W were projecting a
tenperature in San Franci sco of about 95 to 96.

At those tenperatures we were antici pating around
9,050, or 9,100 in load. That neant that if all the
machi nes were on and everything was working and all the
transforners were avail able, that we could serve 9100
megawat t s.

At that tinme, as we approached Wednesday, we
found that we were actually 879 negawatts short of
generation in the area. Now, that is not correl ated
directly. You can't just take the 9100 capability, take
879 fromit and get to the answer that you can only serve
8200 negawatts, because you have the support of
transforners around it, the other outside |lines, and
r edundancy.

So as we ran our studies on Monday and Tuesday it
becane very clear to us that we would only be able to
serve about 8600 negawatts, projected | oad of 9100-pl us.
So that left us between 5- and 600 negawatts short. We
had interruptibles, which are the people who have
willingly agreed to drop off the line, magnitudes of

between 2 and 500 negawatts. Again, in the 500-negawatt
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range, those were outside the i medi ate Bay Area, but had
some i npact.

And so as we noved into the day we started doing
a couple of things. And if you will |ook at the next
graph, which is this big wiggly line, that is the voltage
that we have on the system And when we nove into an area
which is linmted by voltage stability rather than inport
capability, there's a few things we can do and do do.

So if you'll look at 6:00 in the norning you'l
see that we were at 235 kilovolts. Qur critical point is
226, at the bottom As we noved into the norning hours we
recogni zed that we were going to have to add sufficient
vol tage support to hold the voltage up

So we contacted PGEE, they nade certain that al
of their static capacitors were in place and we kicked the
voltage up to around 235. As the |oad began to grow at
around 9:00 on that graph, you'll see that it begins to
drop dramatically. And this is as the |load continued it
dropped and it dropped.

Then you'll notice that around 10:00, 10:30 tinme
frame that it starts to level out. And what we did there
was we called on all the generators and told themto start
putting out nmaxi mum VARS, which is a termto -- it's the
el ectrical termthat gives us voltage support. |It's also

the tinme when the nunicipalities started running their
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units to give us nmaxi num support.

That held us. As each of those units cane on,
you can see the voltage recover. Then we started about
noon time. And if you'll look at the next graph this is
merely an expansion of the tinme between 12:00 and 3: 00.
It's the same curve. W were headed down. We were at
2:30. Then right about 12:00 o'clock the | oad just
started conti nui ng.

This is when we were getting reports of
tenperatures were going to be in the 103, 102 range with
an overall area of 107 for the Bay Area.

We started down that rather quickly. And at 230,
| ess 229.5 we activated the interruptible |oad. Wen we
activated that, normally what we get when we drop to the
500 negawatts is we get an i mediate rise back in that
voltage. And then this gives us tinme to analyze, you
know, where the load is going and what is the vol unteer
| oad that's dropping off.

You can see that dropping 500 only bought us
about 10 to 15 minutes. And then we were right back on
the trenendous slide going dowmn. W watched that over the
next 15 minutes and then when we reached the 227.6 headed
for 227 we said, "This is continuing. |It's early in the
day. And we're going to either, one, if we don't drop

|l oad, we're going to risk the whole Bay Area. And even

CAPI TOL REPORTERS (916) 923-5447

file:///C|/WINDOWS/Desktop/062900.txt (39 of 88) [7/5/2000 2:55:38 PM]

39



file:///C|/WINDOWS/Desktop/062900.txt

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

worse, we could cause an instability in the whole Wstern
United States."

So we, the 1 SO nade the decision then to drop
100 negawatts. Now the interesting thing here is that
when we dropped that 100 negawatts, the |load was stil
rising dramatically. But the very fact that we dropped
that and the news nedia went out imediately with the fact
that we had done that, we got a trenendous anount of
vol unt eer people running around turning off their |ights,
turning off their air-conditioner.

So even though we took 100 negawatts, that action
was supported by a lot of different people individually
and the | oad tapered off. And we recovered back to 228.
Now, remenber we're still walking with one volt here.

SENATOR BOVWEN: How nuch | oad was actual |y dropped?
MR WNTER | believe it was about 130 negawatts.
And, you know, that is fascinating for a couple of
reasons. And as | tal k about communications, I'll go into
t hat .

If you'll now drop back to your first graph
where you see right at the 12:00 o' cl ock period, you can
see we dropped the 100 negawatts. W canme back up to 228
and we held that for one hour, because our rolling
bl ackout programis that you take people off for an hour

then you go to another block and you take them off.
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Now, the reason that it junped back up is
couldn't take off 100 negawatts and then take another 100
off. | had to take off both at the sanme tine and then
start bringing themback. So, in fact, for a few m nutes
there we had 200 off. That's when the voltage went up to
229.5. Then as we brought back the 100 it dropped down.
Then the next hour, we rotate again. And we had to bring
that up. W did that for three hours

At the end of the three hours we were noving past
the 4 to 5:00 o'clock tine frame and we were willing then
to say, "Ckay, let's bring back the firmload." W
brought back the firmload and put it back on line. W
did not bring back our interruptibles.

But we around 6:00 -- |I'msorry, that would be
15, at around 5:30 we went ahead and started bringi ng back
the interruptibles. And we, again, were headi ng down and
even actually got to 227 watts -- or volts. But the key
point there was we were in the tinme of the day when the
| oad was starting to drop off.

So at that point in tinme we said, okay, we can
risk getting close. The load is not growing. And as the
| oad then cane off that evening, you can see we restored
our vol tage.

Now t he next day, June 15th, during all of this

time that -- as a matter of fact, that evening, we |ost
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anot her generating unit in the Bay Area, 680 negawatts.
They had a fire in their auxiliary area. And we called

them and said, "Don't take your unit off," because they
were able to operate it at a reduced rate. So we held
them on at 200 negawatts.

One of the interesting things, we have been
practicing this very scenario for a couple of days as part
of our sumrer preparation. W run the operators through
di fferent emergency situations. This one we had run
t hr ough.

And | didn't realize it until we were doing it,
after the fact, but when we did that scenario, PGE had
before 1,000 blocks. |In other words, if we shed | oad,
they woul d shed them at a thousand. Because of the
voltage and the studies we had done, they decided to cut
t hose bl ocks to 100-negawatt blocks. And as it turned out
that was very fortunate and a good thing that canme out,
because i nstead of dropping a thousand, we only dropped
100.

The next day, we were faced with the sane
situation. They were indicating to us that the
tenperature was going to drop from 103 to 99, the fog and
the winds were stalled out over the ocean and not coning
in. Wth the |loss of Potrero VII, or the reduced

capability of that unit, we were then | ooking at a peak of

CAPI TOL REPORTERS (916) 923-5447
42

file:///C|/WINDOWS/Desktop/062900.txt (42 of 88) [7/5/2000 2:55:38 PM]



file:///C|/WINDOWS/Desktop/062900.txt

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

8400 is all that we could serve.

We rode that roller coaster in the norning. It
came up, the load. It was going to be hot. W were
racing right into a simlar situation. And then Mot her
Nature was a trenendous help to us. The fog cane in and
the tenperature actually dropped al nbst 30 degrees in San
Franci sco.

When t hat happened, very clearly, the problem
i medi ately evaporated in the Bay Area. And we breathed a
little bit of a sigh of relief. The loads did not drop
off as nearly as we thought, but they didn't grow. So we
were able to handl e them

At about 12:00 o'clock that day we recogni zed, or
were aware of another problem And that was in Sacranento
the tenperature had not dropped. As a natter of fact, we
wer e headi ng up extrenely warm agai n.

And on that first graph you'll notice that there
is some transforners there into the Bay Area called Tesla
and Tracy. And those transformers serve not only the Bay
Area, but they also serve the Sacranento area.

So we suddenly found ourself in a position where
we were exceeding the capacity of the transforners at
Tesla and Tracy. And the next graph shows that we went
over their rating capability. And at that time we

activated SMJUD s air-conditioning |l oad. So you know al
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these things as we're noving fromone spot to another, we
were running into them

Before you go to the next graphs, | would like to
tal k about the communications a little bit. W initiated
in the May tinme frame what we call ed "Power Watch 2000."
And the whol e purpose of that was to begin to condition
people to the fact that we were going to have sone rea
scarcity in the state. And so we were very concerned that
peopl e be aware and actually do the voluntary curtail nment.

And | think that has been extrenely successful
In the discussions with the news nedia, which is really
our conmmuni cations to getting people on to voluntary
sheddi ng, the investor owned utilities, the
muni ci palities, everybody worked very, very hard during
that tine frame to have their comunications out.

| have, unfortunately, been involved in a few of
these in ny life. And | have to say the way in the which
the operators executed this was probably the best that |
have ever seen. They did it efficiently. They did it
qui ckly. Everybody in the operating arena knew what was
goi ng on.

The news nedia | thought responded quite
accurately. They were very quick to identify the
tenperature and the constraints. And | think that

communi cati on went wel | .
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| think that sone of the places the
communi cations didn't go real well was probably -- and |
take full blame for this -- nyself with Mchael and
Loretta, | didn't communicate with themas quickly as |
shoul d have. | nake no excuses for that other than as we
were going through our drills, | should have included
nmyself and the two of you in the drill so that we would
have that conmunication |ink opened.

| think we rely on E-mails a lot. W also have
two people that spend their full time trying to notify
everyone. But | would take you to the tinme franme, yes, we
knew we were getting into trouble, but quite honestly
every day we approach the norning getting ready to get
into trouble.

And the question is: How far is it going to go?
And that curve got bad. And then within 30 minutes we
nmoved from what was, oh, just drop a little bit of the
interruptibles to, we're going to have to drop firml oad.
And that was a trenendous deci sion and peopl e were having

to make that in about 30 mnutes. So | think the

operation went well. | think the comunication at the
| ower level went well. | think | failed in keeping you
al | inforned.

Now, let's talk about markets a little bit,

because while they're a totally separate issue for this

CAPI TOL REPORTERS (916) 923-5447
45

file:///C|/WINDOWS/Desktop/062900.txt (45 of 88) [7/5/2000 2:55:38 PM]



file:///C|/WINDOWS/Desktop/062900.txt

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

particul ar problem we do have sone underlying concerns.
If you | ook at the next curve, and | hope | gave you
colored copies, I"'mnot sure that | did. But if you |ook
at the green line over this period of time, which runs
fromJune 12th to June 18th, you will see the green |ine
whi ch represents an actual |oad that we saw that day.

So you can see that we were | ooking at 43,000
megawatts. Now, also recognize that if | took off 5, 600
that really would have been 44 plus, because we, in fact,
did interrupt firmload. You'll also notice that at the
blue line, which is the day ahead schedule -- now
understand that our market is set up for people the day
ahead to bid in their |oad.

And they have a choice. They can choose to bid
into that market, or they can choose to work in the hour
ahead market, or they can choose to be in real tinme. Now,
when the 1SO was set up it was envisioned that people
woul d put the majority of their load into the day ahead
schedul e.

And that the ISO then, would be the back drop,
if you will, supplier of last resort and we woul d nake up
any minor differences caused by weather fluctuations
and/ or people's units breaking and we carry reserves for
that. And so we were planning on |ooking at that |oad.

But when we get into this situation, you can see
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that the day ahead load was bid in at 31,000. | am now
faced with a 43,000 peak load. And | have got to decide
on how nmuch | can rely on people being there. And markets
bei ng what markets are, people will, in fact, not always
|l et ne know exactly what's avail abl e out there.

But going into that norning, |'ve got to nmake a
deci sion of how nuch I will quote, either go out of
mar ket, or buy to make sure that | can cover the peak
hours. Now, operators aren't historically large risk
takers. And so we try to be a little bit conservative,

but we al so have sone things that hel p us.

Nunmber one, | know what each of the units in the
state is capable of. And, therefore, | can pretty nuch
determne, "Ckay, it's there. | don't know what price

I'"ll have to pay for it, but it's there. So | won't worry
about it."
The dilemma that California has is that we are a
maj or inporter of power. |In peaks of 1999 we were
i mporting nore than 10, 000 negawatts to the State of
California. As late as yesterday, at 7:00 o'clock in the
nor ni ng, the schedul e showed a net inport to the state of
258 nmegawatts. That is a huge risk for me to be taking.
And so | sonetines will go out of market, which
happened on May the 22nd or 23rd, | can't renenber now,

and buy power in that nmarket. Wen | do that the narket
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goes absolutely crazy. Just as Senator Peace said people
chase our price. So they know | have a 750 cap and | go
out in that market the i mmediate reaction in the whole
Western United States is to bring that bid price to $750.

Now, if you're sitting in the northwest, or if
you're sitting in Arizona, if you need the power you're
going to bid a dollar higher. If you don't need the
power, then ny price wins and | get the power in. It's an
area of concern. People say that we set the price, that
we can drop it to 100, we could drop it to 250 and,
therefore, the market woul d fol | ow

| don't know that | exactly prescribe to that.
We have seen behavior -- but on the other hand, | think
that by dropping it, we will follow. And so when | get
into the board action, I'll go into that nore.

But along with this need, we have a portion of
the market that we call, "Replacenment Reserve." And
repl acenent reserve was devel oped to cover two
contingencies. The first contingency was that we wanted a
mar ket that large units, large coal-fire units which
cannot nove real quickly, could join, because in our
ancillary service nmarkets one of the requirenents is that
the unit has to respond within ten m nutes.

And so by devel oping this replacenent reserve, we

could take coal units that nove nmuch, nuch slower in
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increasing their |l oad and get theminto the narket. And,
therefore, add depth to the narket and reduce the cost.

The second thing that we went after was this very
i ssue of peopl e scheduling, because the next graph -- [|'1]
show you very quickly why they do this. And it's
certainly a legitinmate strategy to reduce costs. But we
wanted to figure a way that we would send the nmessage that
i f you under-schedul ed dramati c anounts, recognize that
I'"'mgoing to have to go buy it. And, undoubtedly, I'm
going to have to pay 750 to do it.

So May 22nd we went out of narket, tried to
buy-out of state, that created a whole havoc in the
market. On June 14th we bought in the replacenent reserve
market. And you'll see what that did to the prices.

Ckay. Quickly, I think there's a couple of things --

MEMBER W LLI SON: One questi on.

MR, WNTER  Sure.

MEMBER W LLI SON:  When you go out of state to make
t hat purchase, are you doing it the day ahead, or can you
do it an hour ahead where you could drive the price --

MR WNTER Al of the above. Mst of the time we
will not go out of market until, say, 8, 9, 10:00 o'clock
in the norning with the idea that nost of these peaks hit
around 2:00 to 5:00 in the afternoon.

MEMBER W LLISON. So if you don't fill your |oad
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t here, sonebody who's hol di ng back the capacity could cone
in and give you a |lower bid than 750?
MR WNTER Right. One of the very interesting

t hi ngs t hat happened on May 22nd, which caused quite a
furor in the marketplace was at 9:00 o' clock |I had to buy
four or five hours in the afternoon to cover ny peak. So
| paid 750 for it.

Wel I, then, suddenly in what we call our
real -time nmarket price people bid in and | didn't need al
of that, because | had covered sone of it. And it
actually cleared at $353. So then everyone said, well,
you know you bought outside, and here we're only getting
353, why don't we get the full 750? So timning, you know,
made that happen

That was anot her reason that we went to the
repl acenent reserve, because we tie that up the day of and
early in the norning and just go to the market and say,
okay, | need 3,000 of this 13,000 deficiency to -- as
sonmeone said, ny peace of mnd. But I'"'mhere to tell you
for your piece of mnd, because otherwi se we don't serve
t he power.

And so if you look at the dollars, there is a
coupl e of things. You can see replacenent reserve when
you' re paying $750 a negawatt hour for anywhere from 10-

to 13,000. That nunber got up to $34, $44, and $41
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mllion in one day. This is a lot of dollars.

The secondary inpact of that, which is if you
| ook across you'll see all the other ancillary services
also rise, is that as people bid into the replacenent
reserve that nmakes my other markets nore scarce and,
hence, | go higher up the demand curve. And | have to pay
hi gher prices all the way across. So clearly those days
wer e horrendous nunbers.

But | want to talk about two things. Next to
just take you to this --

SENATOR BOVWNEN: Before we leave, if | night.

MR. WNTER  You bet.

SENATOR BOVWEN: What does this chart suggest to you
about whether the nmarket is structured in a way that is
wor kabl e in the |Iong-ternf

MR WNTER Let ne talk -- there's another graph
that | want to talk about at the end that will get to that
very questi on.

SENATOR BOVWEN: Let ne, then, go to this chart and

just ask you to give us a little idea of what's happeni ng

t hi s week.
MR WNTER | wish | could do that, but |I didn't
bring those nunbers with ne. | knowit's high. | don't

know exactly what it is.

SENATOR BOVEN: So would it | ook nore |ike the
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m ddl e of June than early June?

MR, WNTER  Right, unfortunately. Now, let ne also
poi nt out the next graph | think is interesting. And |'d
like you to |l ook at a couple of things here. Nunber one,
is if you | ook over '98 through June, you will see -- go
to total cost, which is the ancillary services plus the
energy market, which is the purchases that people nake
ahead.

You will notice that in August of '98 we al so had
a $1.1 billion nonth. 1In October of 1999 you will
recogni ze that we had a $1 billion nonth. My in this
year | think you will renenber was quite warm we had
another $1 million nonth. And |I'm guessing that June is
going to be probably above the $2 billion range.

An interesting thing that | would bring to your
attention is that | ook at the percentage of ancillary
costs versus the total energy costs. You will notice that
in the beginning we were running at 10, 29, 21, 14 percent
of the total cost. At that tinme we recognized that was
high. And so we started taking sone corrective action

We did sone nodifications to the tariff. W put
in some software to track these. And we were shoving that
percentage of total energy cost down into the 3.1 percent.

Now, in June that junped to 14.8 again. And

again the nunbers are big, but also recognize that the

CAPI TOL REPORTERS (916) 923-5447
52

file:///C|/WINDOWS/Desktop/062900.txt (52 of 88) [7/5/2000 2:55:38 PM]



file:///C|/WINDOWS/Desktop/062900.txt

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

ancillary service, or the reserves that we bought still
were only 14 percent, 15 percent of the total energy
costs.

Now, why woul d people not bid in the hour ahead?
And what I'd like to do here -- and there were sone graphs
| ast night that |'m sure Senator Bowen coul dn't see over
t he phone, but they went over this in detail. And |'Il|
try to do it real quickly. And | will talk as if it is
t he whol e mar ket .

If you ook at the price of energy, and let's
just say for a nunber it's $300. And that $300 limt is
hit at 30,000 negawatts. |f you take -- and | haven't
checked ny nunbers, but | think you'll get the idea -- if
you take $30,000 tinmes 300 and then you add to that the
remai ni ng 13, 000 nmegawatts and figure that to hit the cap
at 750, if you total that day-ahead comm tnment at 300 plus
the additional real-tine power, you'll cone up with a
numnber .

And by noving how much you bid in the market, you
can nmake your total price vary what you pay for the
energy. So as long as you know that the PX price is rea
high, you will bid less into that market recognizing that
even though you have to pay 750 for the renmmining portion
the total of those two is less than if you bid in the ful

43,000 at $500.
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So peopl e are behaving exactly |ike they should
to reduce the cost. There is another piece to this. |If
you | ook at that equation you can say, they can buy in the
day ahead, and that's in the PX price, you can put all
your energy in there and maybe pay $600. Then you coul d
change your bid in the hour ahead, dependi ng on what you
see in the pulse, or you can take your risk in the rea
tine.

You add to that the ancillary service costs and
then you have what | call the defense mechanismfor all of
this. And that is what we call hedging and that -- the
nunbers | don't know. So when people run around and say,
my goodness, you just cost a billion dollars to the
market. | don't know whether that's true or not, because
if, in fact, someone was hedged, the total cost may be
sonet hi ng nuch, nuch less. Now, if people didn't hedge
then | think we have to wonder why.

And in this market structure -- remenber how we
used to do it in the old days? In the old days we built a
power plant in the investor-owned utility and we made that
our base load. And we said, okay, we would go to our
friendly regulator and they would say, all right, you
spent $4 billion on a plant, here's what you get in return
and that is the cost.

Then we would | ook at it, and sonme conpani es nore
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or less would say, |'mgoing to do sone |ong-term
contracts, because | don't know that | have enough
generation in state, I'mgoing to go to Arizona and nake a
deal to buy another 2,000 negawatts there. And then in
the very end we could do a coupl e things.

We could either put in peaking units, which would
pi ck up just these few hours of peaking, or, in fact, we
woul d make contracts for that peaking. So as we nove to
t he new nmarket, what we did was we took all of this fixed,
guaranteed price that everybody paid all year long for the
units, and we noved it into the marketplace.

And we did it with absolutely no hedgi ng for
those people, if you will, because they didn't know if
they were going to get that unit paid for by running it 4
hours, or 500, or 5,000. And so we knew that we woul d
have a very volatile risk situation

And recogni zing that, then, we said, okay, we
have to give people the nechanismthat they can hedge.

And so people have the ability to buy forward. You could
still buy a year in advance, you know, and the PX has set
up markets to | et people do that.

So when | | ook at these big nunbers and peopl e
come to nme and say the world is near an end, | would be
the first to say that these are very, very |arge nunbers.

They have ne very, very concerned and is why | supported
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sonme kind of price cap, be it wherever it may be. It was
very inportant that as we do this transition, as people
nmove into that financial world that is conpletely separate
fromthe SO and its operation, that people coul d hedge,
encourage generation to come, allow the stock price,
unhedged, to be a real signal of what the scarcity is and
encourage people to cone to the state.

And as you | ook at those and as you see the
Board's resolution, one of the things we're very
interested in fromjust an overall standpoint is how nmuch

hedgi ng was going on and what were their capabilities to

hedge.

So that's kind of what has happened in those
days. | guess now | would like to get to the Board
action.

SENATOR BOWEN: May |? The concern here is: Wwo is
it that we're asking to bear the risk of sonmeone who's not

bei ng sufficiently hedged?

MR WNTER | think that's a very good question
because --

SENATOR BOMEN: No, I'Il take it back and ask a bad
guesti on.

MR, WNTER  Ckay. Actually, | was |ooking for sone
time to come up with an answer. Cearly the person that's

bei ng asked to take the risk is the custonmer who is the
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person who is | east know edgeabl e, probably unable to
handl e this.

However, at |east ny understanding, the UDC, or
the Utility Distribution Conpany, who is the
representative of that custonmer is still regulated. And |
thi nk how much they risk, or don't risk is really a
regul atory decision that has to be nade.

SENATOR BOWNEN: Could you -- |I'mnot sure
under st and.

MR WNTER Well, unless | have forgotten ny days
in the investor-owned utility, | used to go through
constant prudence review of contracts that | bought, what
| paid for power outside the State, how | hedged the | oad.
And those were all reviewed by the PUC and were either
al | oned or disall owed.

So to ne you'd be nmaking the sane kind of hedges
here only you would have a ot nore facts which is a
mar ket and what the market clearing price was set at.

MEMBER W LLI SON: And so how do the costs, or the
profits fromthe hedgi ng get shown up in the consuner's
rates, or is there a visibility there that can be
observed?

MR WNTER | think there would clearly be the
visibility, because whenever | went in for a rate case,

what | always did was said, okay, here's the amount of
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nmoney that | spent for generation, here is the noney that
I nmade on those being belowthe price that | was paying
and that showed up as a profit and was cancel |l ed out

agai nst any of the bad things that |'d done.

SENATOR BOWEN: | think M. WIllison is talking
about the visibility to the custoner.

MEMBER W LLISON: Well, that's the next question.

MR, WNTER  Exactly.

SENATOR BOWEN:  And | woul d just say that nmy coment
woul d be, recently, 60 Mnutes got a nucl ear physicist and
a rocket scientist together to | ook at people's phone
bills to see if they could figure out the charges on the
phone bills. And despite the fact that it wasn't rocket
science, neither of themcould figure it out. The phone
bill is alot easier than figuring out whether sonebody is
sufficiently hedged and what that nmeans to the price of
ener gy.

MR WNTER  And | understand that dil enma.

CHAI RMAN KAHN:  Senator Wi ght.

ASSEMBLYMAN WRI GHT: | think what a | ot of people
would say in this industry what's always fascinating is
peopl e create jargon that is kind of an excuse to obscure
what ' s happeni ng.

The cost of natural gas hasn't increased

significantly. Mich of the power that is generated here
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conmes fromnatural gas. So if the cost of natural gas
hasn't gone up a lot and if the cost of the | abor hasn't
gone up a lot, and if the taxes on the buil dings haven't
gone up a lot, and if the other fixed costs of the
generator haven't gone up a lot, what is it that created
the significant increase in the cost of the electrical --
maybe you said this before | cane.

I mean | could understand that if I"'mdealing in
a coomodity narket and | say, well, hell, if the price is
going for 8 or 900, | get 8 or 900. But | think the
consuner needs to understand that if we're playing in a
strict comodity market, the di sadvantage that we have in
power is that we assune fromthe public policy side that
everybody ought to get power.

In other narkets we don't care if sone people get
left out. If it costs too nuch, you can't afford it, you
don't get it. But in this market, we nmake an assunption
with the UDC that there is a mandatory duty to serve.
Everybody gets it.

The Conmi ssion attenpts to ensure that we spread
that out. So | think that one of the things that startles
a lot of us is that when the 10QUJ s on the power, they
couldn't have raised the rate as nuch as you did, because
Ms. Lynch wouldn't |et them

Now, that we let that get away -- | nean, if
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there were costs that changed, if the price of natural gas
clinbed pretty steep, well, at that point you'd say, well,
you know, 60-sone-odd percent of my cost is fuel, and if
my fuel increased this amount then | need to raise it that
much to cover cost.

But the thing that belies nost intuition here is
that there's no explanation for what changed that, what
precipitated the substantial increase in cost.

MR WNTER. Ckay. First off, | would disagree with
you on one point and that is the figures that | was
handed, and | haven't researched them shows that the
natural gas price per mllion PTU was 210 in 1999 in June.
Right nowit is 495, which is about a doubling. Now, that
doesn't -- and the reason | only nention that is because
that is a factor, but that's not all of it. You'll see
the prices of electricity on average have gone up four
times and that would only explain mybe about 1.3 tines.

ASSEMBLYMAN WRI GHT:  And, in fact, many of these
conpani es have contracts --

MR WNTER \Well --

ASSEMBLYMAN WRI GHT:  -- but that's okay. You could
still say in the commodity market, that even though you
bought it and your price didn't increase that nuch, you've
got to replace your fuel so you're buying replacenment. |

spent many years in the oil business, | understand that.
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But even taking what you said into account, that still
doesn't account for a quadrupling. You said that the
commodity price -- and you're only tal king about the fuel
price, which is only 60 percent of the cost.

MR, WNTER Right.

ASSEMBLYMAN WRI GHT:  So if you do the math that
still wouldn't account for the doubling, because if the
fuel price doubled then that would give you about
120-percent increase in the cost of the comobdity.

MR, WNTER  Exactly.

ASSEMBLYMAN WRI GHT:  You' ve got four tines. So
you're greater than doubled. You nore than doubl ed what
you shoul d have been. Not you, but --

MR WNTER That's what | was going to say: |'m
sorry, | didn't. But |I play in the market and you're
absolutely right and that's why | nentioned the point.

And so that wouldn't explain the fourfold i ncrease. But |
think the thing that is needed and | acking -- they want to
give ne answers, but |1'd rather just kind of give you ny
feeling.

ASSEMBLYMAN WRI GHT:  You know, the way it's been
around here lately, you should |isten to sonebody.

MR WNTER  Well-taken. But as you | ook at how the
prices are established -- and this is when we really get

into econonmics and | hate to get there, because |'mnot an
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econom st -- but if you assunme that people are operating
their units at a loss for sone period of tine, when they
get the opportunity to go in and nake up sone of those
| osses, which in a market-clearing price scenario is what
our market is designed to do, people will conme to that
time of scarcity and raise their price dramatically to
cover their costs for the year

And, you know, as Senator Peace said, we sold
literally billions of dollars of plant to outside
interests. And those people are now | ooking to recoup
that. Were with the investor-owned utility, we had
depreciated that plant down to, you know, I'mfaniliar
with some of themselling four, five tinmes book. W as a
state benefited fromthat.

Do not get me wong, |'mnot saying that people
are entitled to a billion dollars just because there is a
scarce market. But | do think that there's a legitimte
argunment for prices to spike and go very high. And these
generating-peaking units that | tal ked about very clearly
have a very, very high cost to run. And in the utility,
it was not unusual for ne to say these aren't going to run
if I put all my fixed costs in the nei ghborhood of 3,
$4, 000.

ASSEMBLYMAN WRI GHT:  What you make an argunent for

in the public policy side is for the State to al nost

CAPI TOL REPORTERS (916) 923-5447
62

file:///C|/WINDOWS/Desktop/062900.txt (62 of 88) [7/5/2000 2:55:38 PM]



file:///C|/WINDOWS/Desktop/062900.txt

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

create its own basic portfolio of power where we could
control much of that price and then begin to gradually
tal k about how much we out source in the private nmarket.

Where maybe we say 50 percent of the power in
California would be regul ated power by the utility. And
then we would only out-source that portion above 50
percent so that we would be able to create a hedge,
because if it was a regul ated group then we could
guarantee a rate of return then that would give us a | eve
price for at least half of the power and we would only be
exposed to volatility for that portion that you're
descri bi ng.

And you're creating an argunment why you al nost
want to say, naybe it wasn't the greatest thing to do, to
expose us to the level of volatility that we had, because
t hose people want to nmake the noney back that they paid
for those plants. And they began doi ng, not anything
that's illegal, but they began doi ng what busi ness people
do which is to say: | want to nake as nmuch noney as
possi bly can.

Loretta and | have to nake sure that Ms. Smth
who lives on 79th and Central is able to buy power that
she can afford. And we're obligated to try to get it to
her; and the guy who's naking a billion dollars, that's

really not his problem So what we're doing is we have

CAPI TOL REPORTERS (916) 923-5447
63

file:///C|/WINDOWS/Desktop/062900.txt (63 of 88) [7/5/2000 2:55:38 PM]



file:///C|/WINDOWS/Desktop/062900.txt

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

di fferent objectives that we face.

Debra, Loretta, and | and everybody here is
trying to say, "How do we get her power?" This guy is
trying to say, "How do | get $2 billion?" And at some
poi nt the notivations and the objectives of the two groups
of people clash. And we assuned | think that the narket
woul d sonetinmes handle that, but | nmean |'m beginning to
worry, perhaps, that it didn't.

MR WNTER Well, | guess ny worries started nuch
earlier, because you know | was the one that put the 250
price cap in at the very begi nning when we saw t he
fledgling marketing suddenly go to $9,999 one day, so
agree with you

On the other hand, the prem se upon which we base
this is that conpetition overall would have a | esser cost
of providing the generation than if we left it in the
regul ated arena. And that was driven by what we called
our famous BRPU of fering where we put power plants out
there and suddenly the utilities found that these outside
mar ket peopl e were bidding nmuch | ower prices than they
were able to provide.

But | agree with you, there is -- until this
mar ket matures and in nmy opinion until we get the hedging
mechani sns that can control these sudden ups and downs and

shift that fixed cost so that the generator doesn't fee
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that he has to go for the billion dollars to cover the one
pl ant, then you're absolutely right. And that's why we
have the price caps in that we do today.

ASSEMBLYMAN WRI GHT: Even | ast year, | don't
renmenber where the plant was, but renenber the guy that
deci ded that he could nake a bigger profit selling the gas
than the electric and so he shut the plant down and sold
t he gas, because he had the long-termcontract on the
natural gas. And when the price of natural gas
substantially exceeded his contract, he didn't want to be
in the electric business anynore. He thought, hell, |
m ght as well be in the gas business.

I'"mjust saying once you get into an environnment
where people are allowed to just nmake noney, then
unfortunately, fromthe public policy side you can't be
mad at peopl e because they did exactly what was in their
interest.

Fromus, fromthe public policy side, our
guestion beconmes: Does the conpetitive market in the
rock-and-roll arena provide for that poor |ady that | was
descri bing who was on a fixed incone and if her
air-conditioner doesn't work then she dies?

I nmean because at that point all of us | ook
pretty silly when we have to explain to soneone that the

reason that your nomma died is because the guy over there
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made a billion dollars on his power and he didn't care
whet her your nonma di ed.

| nmean it's a different dynanic that we're faced
with. He doesn't bear any liability in that regard, but,
you know, if you have to go out and face Ms. Jones as one
of your constituents, as | do, it's very difficult to
explain then why did you let us into this in the first
pl ace, why did you expose us?

CHAl RMAN KAHN: M. Wnter, perhaps, you can segue
into telling us what you did | ast night, address sone of
the issues that Assenblynan Wight has raised in that
cont ext .

MR WNTER Ckay. |'mreporting on so many things
today, |I'mnot sure which stack |'min. First, let ne
just make one real quick coment and that is if the
i ndi vidual was, in fact, not generating electricity
because he could nmake nore nobney on the natural gas, we
m ght think about maybe the price of electricity isn't
hi gh enough to encourage that.

But | don't know how he got to his natural gas
price. And | don't want to be argunentative with you, |
just -- you know as | think through these things and say
you know, "Do we want the nmarket, or don't we want a
market?" Then | think there is a transition and it's

guesti onabl e.
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Action | ast night, maybe | watch our board
operate too nuch. | have to say | also watch the
Legi sl ature operate once in a while, also. And while
there is a lot of discussion that goes on and a | ot of
peopl e have tal ked about different things, | guess | do
not share the opinion that people cane in with
preconcei ved i deas.

| spent a lot of very sleepless nights trying to

figure out what the right answer was. And | cane up with

sonme things that | discussed with the Board ahead of tine.

CHAI RMAN KAHN:  Tell us if |1SO nmanagenent had a
reconmendat i on.

MR WNTER No. W did not take a recommendati on
we laid out alternatives. But in the end, | suggested
sonme things that they have put in the notion that | think
are very, very beneficial. And let ne just read what it
was and expl ain each one of these and why we did them

First off, we asked our Departnent of Market
Anal ysis and the MBC to investigate the contributing
factors to a lack of a workabl e conpetitive market, and
identify the changes in the market, rules, and operations
whi ch woul d | ead, hopefully, to the elinmination of price
caps. Now, that neans we have to answer all of
Assenmbl yman Wight's concerns and Senator Bowen's

concerns.

CAPI TOL REPORTERS (916) 923-5447

file:///C|/WINDOWS/Desktop/062900.txt (67 of 88) [7/5/2000 2:55:38 PM]

67



file:///C|/WINDOWS/Desktop/062900.txt

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

Secondly, tenporarily reduce the cap in the ISO
real -time ancillary service market from 750 to 500,
effective July 1st through Cctober 15th. And then these
are some things that | asked to be added, because |
t hought that they would help control the price:

First, the Board recogni zes that this adjustnent
inthe price cap may lead to difficulties in neeting the
sumer 200 | oads. And such difficulties could constitute
basis for enmergency Board of Governors neeting.

What | was trying to do here is, | honestly don't
know if | get into a dropping load in California situation
and the price is -- let's say the cap was set at 500 and
the price outside the State is 525, and ny only option is
to pay 530, then | violated the rules.

| amnot going to drop |load just because | am
unwi lling to pay $530. Now, whether that occurs or not,
we will know. But | do have to have the ability to
sonehow not put the State in jeopardy over a price.
Because if | have to drop 3, 4,000 negawatts that would
make these prices payable, conpared to the econonic
outfall.

MR ROZSA: M. Wnters, isn't it true that this
particul ar notion gave you carte bl anche in out-of-market
purchases so that there were no restrictions on what you

could pay for power that you bought out of market?
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MR WNTER | did not read it -- and know ng the
feeling of the Board -- it did not give ne carte bl anche.
VWhat it did say is if | reached an enmergency that | would
convene a group of the Board under the energency.

MR. ROZSA: No. No. No. Tenporarily reduce caps
inthe ISOreal-time ancillary service markets, the
original notion had these caps applied to out-of-market
purchases. That was changed.

MR WNTER  That was taken out --

MR. ROZSA: That was taken out to give you the
freedomto nmake out-of-market purchases at any price you
needed to in order to be able to acquire power.

MR WNTER Right. But you also have to understand
that | have to answer to the Board on why | needed --

MR. ROZSA: Yes, but it gave you the ability to do
that; isn't that correct?

MR WNTER  That's correct.

MR. ROZSA: So when you say that the price cap
woul dn't allow you to get supplies in order to neet the
liability needs, isn't that incorrect, since you had the
authority to be able to go out-of-nmarket and pay what's
necessary?

MR WNTER Only incorrect in the sense that
because of these price caps | may wait ny decision way too

long. And so there's nothing --
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MR. ROZSA: There's nothing that causes you to wait
your decision on anything. You still have the authority
to nmake the sort of judgnents that you need to nake at the
tine.

MR WNTER  That's correct.

MR. ROZSA: And you have the ability to go out of
market. And so the reason that |I'mraising this point is
I think this point was made a nunber of times |ast night
and it was a very specious point, which is that sonehow
these price caps prevented you from going out and getting
what ever you needed in order to ensure reliability. |Isn't
that correct?

MR. WNTER  That's correct.

MR. ROZSA: All right. Thank you

MR, WNTER  Ckay. Number two was the two sunmer --
or the two sumer 200 trial |load prograns will be exenpted
fromthe change in price caps. Now, the reason we did
that is we had already signed contracts with those people
who have voluntarily agreed to go off if the demand gets
high. And we didn't feel that it was appropriate that we
suddenly go back to them and say, gee, we told you we
woul d pay this price, but now we're only going to pay sone
| esser price. So we covered off on that.

Al so, managenent shall work with the responsible

agencies and the Legislature to streamine and accel erate
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the construction of power plants and transm ssion |ines
and to elimnate constraints to the hedgi ng opportunities.

| don't know where that goes. Senator Peace gave
a long tal k about the work he was doing with the Governor
and the UDC. And it looked to ne Iike in this crisis when
the State, in fact, does not have enough supply that we
all ought to be working towards sonme comon goal and not
at odds with each other. So | had themput that in there.

Probably the other thing that | want, and | don't
know that I'mquite so fatalistic as Senator Peace on the
generators, they clearly aren't notivated to want to
recover costs as quickly as possible. | believe they are
still nmotivated to want to have a reasonabl e market that
continues. And they're not going to shoot thenselves in
the foot over |ong-term narkets.

Now, whether that's right or not, | don't know,
but | certainly will be negotiating with themto see if

there aren't sone ways in the market that we can contro

them One way that | imediately have put in here is that
we will begin to reduce our purchase of replacenent of
reserve.

In addition, I'"'mgoing to put a cap of $100 per
megawatt hour on the capacity portion. And so while that
limts nmy ability to offer those, it does in al nost al

times give ne the ability to buy replacenent reserve,
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because past market show that | can get it for that.

If it had been in effect during these |ast few
mont hs, and again | don't know how much was hedged, but
just in the real dollars we're |ooking at over a
billion-dollar savings just by putting that into the plan.
So | put that in.

And then | ast, but not |east, one of the things
that we have seen happening is that because of certain
structures of the nmarket, and we were | ooking into this,
generators feel that they need to provide a back up

In other words, if | bid 100 negawatts and sel
it to John and the plant fails, then it is ny
responsibility as the plant owner to go out and buy the
repl acenent energy for him So if he's paying nme $100 and
the market is at 750, he now has exposed hinself to a
rat her sizable penalty if he does not a provide the power.

And so what the generators were doing is they
were saying, okay, if |I've got four plants any one of them
may break, so I'll hold out of the market that additional
plant. So that if it breaks | can self-provide ny
ancillary services. Now, by not telling me that they were
doing that | at the sane tinme was buying reserve margins
to protect the systemfromthat power plant goi ng out.

So what we had was thensel ves protecting their

financial interests; the 1SO froma reliability
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standpoint, protecting its interests and, therefore, we
wer e doubl e counting. So anytinme | get above 38, 000
megawatts, |'masking the generators to bid into the

mar ket all of their capacity so -- and then we will work
with themto try to figure out a way so that they don't
get exposed to that kind of double liability.

SENATOR BOVNEN: Wasn't the rule about replacenent
intended to prevent gaining in the market? They didn't
have that rule at the beginning, but if you bid in and
your plant went down, you had to pay a penalty, that
wasn't there originally, but that was added?

MR WNTER | don't think so. Replacenent reserves
have been in there all the tine. The way we use them was
changed, but clearly they were always there for that
probl em

SENATOR BOWEN: |I'mjust wondering if you're really
going to solve this problemjust by reducing the
repl acenent reserves. The nmain reason to cause sonebody
to go out and cover if sonething happens is to keep people
frombidding into the narket and then deciding, oh, the
price is higher now, so |'mnot going to do that.

MR, WNTER Right.

SENATOR BOWEN: But if you include nechanicals and
fines and various things like that in there, | think you

will always see people not wanting to bid in their ful
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anount of generation.

MR, WNTER  And you're absolutely right. And
that's why we have to | ook at that penalty in the narket
and say: Is it self-defeating in a way? Because if | can
get their units in there then that's going to bring down
the full anount.

SENATOR BOVWEN: | think you attacked your side of
it, but is there sonmewhere where you made a decision to
| ook at how that provision works?

MR. WNTER  Absol utely.

CHAI RMAN KAHN:  Assenbl ynan Wi ght.

ASSEMBLYMAN WRI GHT:  You' ve descri bed a coupl e of
times the generators recouping costs. | think in the old
utility market, sonmeone woul d nmake an investnent, anortize
the debt over a period of tine. They would then apply
what the debt service was and then they woul d make a
margi n over that so that you anortized the debt over a
period of tine.

If you're describing an environnment where the
generator is trying to recoup his costs on a front-1|oaded
basis, then one of the other things | think that happens
is now you' ve got a totally different kind of generator
operating. Because if he's trying to make all of his
i nvest nent back over a period of tinme versus an anortized

debt, so that his debt service and profit was spread out,
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then there's a totally different generator in place.

Whet her or not it's cable television, or other
peopl e who nmake capital investnments, you anortize the
debt. You don't say |I'mgoing to recoup ny investnent,
the whole thing. Wat you just said scares ne, because
now t hat nmeans that these people would | ook to, say, get
all their noney back in three years or sonething.

MR WNTER | can't tell you what their strategy
is, but you are right. W' ve conpletely changed the
generating market in the way those peopl e anal yze ri sk.

On the other hand, | guess the analogy | would
look at is if I"'ma retailer | nmay operate ny business
just to break even, or even | ose noney for eight or nine
mont hs out of the year, and when Christmas cones | mnake
enough noney that will cover ne the rest of the year. And
I'"l'l anortize all my business, the store, the tel ephone,
everything over tine.

And so | don't think any of themare coning in
and saying, "lI'mgoing to make all ny noney in one nonth
or one year." What they are saying is they're very
concerned about the future. And, you know, how nuch of
this is real and how nuch of it is posturing, they have
made | arge i nvestnents.

They do want to have sonme reasonable anortized

rate of return on that noney. And the market itself
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forces themto even run at tinmes to operate below their
cost. And they need to make those up.

CHAl RMAN KAHN: M. Wnter, could | ask you to
change the subject and quickly address the other issues
that you had on the agenda. It is very hel pful, but we do
have a few other things we have to get to. The RTQ
per haps and --

MR WNTER. Ckay. The RTOis a very -- let's see
where do | start? | doubt that nost people here are aware
of what RTO s are. Does anyone know what a RTOis? |If
you all do, then | will dispense with a couple of mnutes
of introduction. Let's assunme that you do, but you need
refreshi ng.

The RTO is what is called a "Regional
Transni ssion Organi zation." FERC in their rules of 1988
and its Rule 888 and Rule 889 said that they were
concerned about transmi ssion |ines being used
discrimnately for people to constrain trade interstate
wi de, between states, and within states. And so they
passed a Rul e 888 and 889 which, in essence, says that
you'll price your transm ssion at sone fee. They didn't
even tell you what fee, just price it at that fee.

And, then, you had to publish that fee so that
anybody who wanted to buy on the transmission |ine that

was not being used, could do it at that price. As all
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people who are trying to nake noney will do, it didn't
take folks too long to figure out that what you did was
you put in a very high cost of your transm ssion and then
you di scounted for whatever constraints or self-interests
you want ed.

So they have watched this. It is done a lot to
open up the transm ssion system but in the year 2000 t hey
recogni zed that there were still a lot of regiona
problens. |n other words, the very thing |I tal ked about,
a line going out in the Northwest inpacting California,
California having a problemthat inpacts the Sout hwest.

So they encouraged peopl e, nunber one, to forml SO s,

whi ch were nore regional than just the State of
California, or in any one state that could elininate sone
of these issues of how do you convince Oregon to spend
sonme noney that hel ps California and visa versa.

And that was not nmet with a |Iot of success for a
| ot of reasons. California, for other reasons, went into
the 1SO, but clearly it was for the other reasons. Now,
FERC, then, in the year 2000, hence, Rule 2000, has cone
out and is encouragi ng these regional transm ssion
organi zations. And by October of this year utilities have
to file on what they have done to devel op an RTO

Now, one -- as | have been in the west talking to

the different people deciding, you know, what is in the
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best interest of California and also what is in the best
interest of the west, how should we organize this RTO?

Needl ess to say, when you're the high-priced
buyer and you're | ooked at as being | arge and sonewhat
unfriendly in the marketplace, | haven't gotten any rounds
of thrills of people clamoring to join the California | SO
And so | have been arguing that it is greatly to the
benefit of California to becone a participant, or be a
much | arger regional area.

Because this debate is going to get nuch nore
federalized and as people in the northwest this winter are
| ooki ng at a 25-percent deficiency in serving their |oad,
and as we have lots of generators down here in the w nter
that don't run, they're going to want to get power up
there. And you just need a |larger unbrella organization
that does not override the State rights, but clearly can
bring to the perspective of interregional discipline.

And | tend to liken this to the freeway system
You know we've all driven freeways and then suddenly get
to -- | better not use Boise -- but sone small town and
you get stuck back on the country road and you have to
drive through the city and then back to the freeway.

Vell, | think there's an overriding route that just says
that we have to have a larger infrastruct systemthat is

to the benefit of the Western United States.
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| have to tell you that |'ve been very
unsuccessful in convincing anybody that, while everybody
will tell me, you're absolutely right, but you' re way out
ahead of everybody and, therefore, nobody is ready to go
there. |'menough of an optim st that | keep beating on
t he door.
Il will file for the California ISOto be a RTO

I quite honestly think that will be an up-hill battle,
because as FERC | ooks at these issues they want an
interstate region, not just a one state, because then
suddenly your interest doesn't take care of the seans
between Oregon and California and California and Ari zona.

CHAI RMAN KAHN:  Ckay. Thank you. Just one second.

MEMBER W LLISON:. Can | will ask a question in the
nmeant i me?

MR, WNTER  Sure.

MEMBER W LLI SON: Renind ne, there are a coupl e of
RTO s al ready forned now?

MR WNTER No. | do not believe that there are
any RTOs. There are other |SO s.

MEMBER W LLI SON:  Just back to the cap issue, the
I SO's, they have established caps as well and have they
had t he sane probl ens?

MR WNTER Clearly PIMhas a cap of 1,000. They

had generators selling to the nmidwest when the price there
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was 7,000. They cover Pennsylvania, New Jersey, and
Maryl and, | think. So they're interstate. They face the
same probl enms, but when you look at the different SO s
you really have to look at what is the total structure.

The 1SO, PIMis nore of a pool-type conpany. And
so they optinize, they have some other rules. New York is
an SO It has a different set of rules. New England is
anot her one. And Canada has an | MO, that's the same
t hi ng.

But all of themhave little different rules in
their makeup and how those interplay with each other
oftentines is the root of where your caps are and what you
can do.

CHAI RMAN KAHN:  One nore question, but the Reporter
needs a break.

MR. ROZSA: | want to get back to the connection
bet ween price caps and reliability and your decision | ast
night. | want to pursue the line of questioning which |
started earlier:

It seens to nme that in that conversation which we
just had, what you said to ne was that because you had the
ability to go out of market to purchase supplies and that
was not restricted by the price caps that you coul d get
the supplies that were needed to ensure reliability.

MR WNTER |If they're avail able.
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MR, ROZSA: Okay. Now, of course, it's always if
they' re avail abl e.

MR. WNTER Right.

MR, ROZSA: So it's not a question. So in other
words, are you saying that the price cap doesn't hurt your
ability to maintain reliability?

MR WNTER | would hesitate to go that far to say
that --

MR, ROZSA: How woul d you characterize it?

MR WNTER Okay. | would characterize it if we
constantly have a price of 250 and let's say generators
out there in other states constantly know --

MR. ROZSA: |'mtal king about peopl e outside of
Cal i f or ni a.

MR WNTER  CQutside California.

MR ROZSA:  Yes.

MR. WNTER  Because, renenber, Senator Peace al so
made the point that maybe it's tine that we | ook |ike
Texas, which is we develop all of our generation inside.

MR. ROZSA: W're not that way. Let's talk about
the current situation.

MR WNTER Ckay. So if you start |ooking at the
utility nowwho is trying to hedge hinself in the
future --

MR, ROZSA: VWhich utility, is this the inside
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utility, or is this the utility --

MR, WNTER The inside utility. Say, sonebody
trying to serve load in the State of California.

MR, ROZSA: Right.

MR WNTER |If we have a price cap of 250 and they
feel restricted by that that they can't go out and
purchase the hedging, then I'min the market --

MR, ROZSA: Wit a second. Now, | noticed that the
utilities voted last tine for the 250 cap. So it's pretty
clear that they didn't feel restricted by the 250 cap. So
let's not go down that road.

So what | want to understand is: \Wat are the
practical inplications for the ISOon reliability of any
price cap since you have the right to go and buy supplies
out of market?

MR, WNTER. The only thing that | would say is that
is if I"'mconstantly going out of nmarket and payi ng
what ever the price is going to be, you are going to see
these price spikes again. And it's going to be nme as the
regul ator, rather than a narket --

MR. ROZSA: It is you as the regul ator already that
is causing these price spikes with the $750 cap. So what
you're saying is that there's no practical limtation on
your ability to maintain reliability with these price

caps.
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MR WNTER | would have to agree with that.

MR, ROZSA: Thank you very rmuch. Now, then, tell ne
why it is that you believe and, of course, |I'mjust asking
for your opinion, as to why the Board voted for $500 price
caps | ast night as opposed $250 price caps last night if
you're going to have price caps and you have this ability,
what difference does it nmake to that capability?

MR WNTER. Ckay. | think there's a coupl e things.
While | may have the inmediate ability to go out and pay
what ever price there is, one of the other things we're
trying to do with this market is to incite people to build
generation here and take that risk that we have now passed
fromthe --

MR, ROZSA: Al right. | understand that. Now,
have you made the judgnment that a $500 price cap is needed
to incite construction of utility generation? | haven't
seen the analysis by the 1SO As a matter of fact, we had
testinony fromgenerators that they were happy w th 250,
that they could nake noney all day long at 250. |In fact,
peopl e were reporting that their business decisions didn't
depend upon a price cap at all.

So, you know, in general, you would say, yeah
you want to incite people to do it. So did you nmake the
judgnent -- | nmean on what basis did you nmake the judgnment

that a $500 price cap was the appropriate price |evel as
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opposed to a $250 price cap? Wis there any anal ysis
provided to the SO that said that that should be the
price cap?

MR WNTER No, but I think | would refer you back
to your comment that if | had a generator and he coul d get
$250 day in and day out --

MR. ROZSA: They don't get it day in and day out.
They understand that they get it under shortage
condi ti ons.

MR WNTER. Ckay. | didn't have them present that
information to me. What | amlooking at is a couple of
things. One, the narket, back when we passed the notion
we said we were raising the cap to 750 for a coupl e of
reasons. One, there was nothing magi ¢ about that nunber
other than it was a nunber.

Nunber two, it would release us to try to
encourage nore demand site nmanagenent into the market,
because those folks are telling us that until we get up to
a price of 3, 4,000 it really doesn't pay to take an unit
of f. Peakers were saying that they needed that price.
And since | know how | canme up with the 250, clearly if
natural gas prices have doubled, it's above 250.

MR, ROZSA: Well, actually, the natural gas price
i ncrease has added about $25 a negawatt hour to the cost

of electricity. It has not caused it to double. It's
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added about $25 a nmegawatt hour. And | know how t hat
original $250 was devel oped.

It was based upon a very inefficient plan,
fundi ng very expensive fuel, propane as a matter natural
gas. And then $100 was added to that to get to the $250
price cap. And everybody said that that was a pretty good
price, that they could do pretty well on

So what I'mtrying to understanding is you didn't
have any sort of analysis fromyour staff that said that
t he generator needed a $500 price cap in order to be able
to do that. Wth regard to DSM this particular notion
reserved the right for DSMto receive $750. So that's not
a particular issue.

So I'"'mstill trying to understand the
justification behind the $550 price cap as opposed to the
250. Can you explain the logic that your board used in
doing this, because it doesn't look to ne that they used
much logic. It looks to ne like what this is about is
rents. And | --

MR, WNTER: Yeah, | think -- | didn't hear what you
said, but let ne answer that. | guess there's sonething
take very, very personal in negotiations. And one of
those is in the board neeting, which | tried to say just a
m nute ago, we said we were noving to the 750 to try and

all ow the market to send the correct signals for future
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generation being built.

The second thing we said was if we determ ne that

we are not going -- that the market is not working, we
will renmove -- bring that down to 500. Now, in that
nmotion a |l ot of people -- and | don't know who all the

people are, but | certainly got a |ot of phone calls,
saying that they devel oped their hedgi ng markets based on
the reliance on the 750. | said, okay, that's fine. You
did that on 750, but | said | mght take it to 500.

Now, if you tell ne to go belowthat, quite
honestly, | think | have now reneged on the deal that |
made with the comrmunity.

MR, ROZSA: \When you raised your price caps from 250
to 750, weren't there a | ot of people that nade deal s
based upon the $2507?

MR WNTER | don't know, possibly.

MR, ROZSA: | would imagine. Did you think about
the fact that you might be reneging on them when you went
from 200 to 7507

MR WNTER Certainly, it entered nmy m nd.

MR, ROZSA: | don't remenber it being a part of the
discussion. And -- | think -- | think you've said exactly
what the truth is here.

CHAI RMAN KAHN:  Ckay. |'mgoing to exercise the

prod of the Chair, the renaining itens on the agenda have
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been supplied in docunentation and were well covered. And
we do have a lot of things we need to cover in the closed
session. So with the perm ssion of the other nenbers, |I'm
going to close the public session and we'll reconvene in
ten minutes to begin the closed session. Thank you very
much.

(The public session concluded at 12:33 p.m)

---000- - -
(The public session was called back to order
at 2:24 p.m and adjourned at 2:25 p.m)

---000- - -
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REPORTER S_CERTI FI CATE

STATE OF CALI FORN A )
COUNTY OF SACRAMENTO ) >

I, MARY R GALLAGHER, certify that | was the
O ficial Court Reporter for the proceedi ngs nanmed herein,
and that as such reporter | reported in verbati mshorthand
writing those proceedings; that | thereafter caused ny
shorthand witing to be reduced to typewiting, and the
pages nunbered 3 through 88 herein constitute a conplete,
true and correct record of the proceedi ngs.

I N WTNESS WHEREOF, | have subscribed this

certificate at Sacranento, California, on this 1st day of

July, 2000.

MARY R GALLAGHER, CSR #10749
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